A sample of 21 privatized and IPO Saudi firms has been examined in this paper. Consistent with the relative literature on privatization and IPOs, we have documented two contrasting outcomes. First, we found that Saudi State Owned Enterprises SOEs and the private joint stock companies are showing a large improvement after-IPO as compared to the pre-IPO financial performance. On the contrary, we found a financial performance deterioration among the family owned businesses or the limited liability type of firms after the IPO compared to the pre-IPO level as measured by the return on assets (ROA) and return on sales (ROS).
Introduction
The main objective of this paper is to assess Saudi firms' profitability after they go public via an Initial Public Offering (IPO). Since 2003, the Saudi Capital Market, the Tadawul, has undergone substantial changes and restructuring. The number of the listed firms in the stock market has doubled in just a few years, jumping from about 70 firms in 2003 to 129 firms in 2009. The Saudi market index, TASI, rose from 2,500 points in 2003, to as high as 20,000 points in 2006. The market was ranked ninth among the emerging exchange markets with $74.86 billion in market capitalization. This was just behind major exchanges such as Singapore, and far ahead of Thailand, Istanbul, and Jakarta (WFE, 2008) .
Unfortunately the bubble exploded in 2006, when the TASI index fell to as low as 6000 points, affecting almost everyone in Saudi Arabia. Four years of a continually growing Saudi market had been enough to attract most Saudi citizens to invest in it. Many citizens lost much of their savings in what turned out to be a risky speculation. In response to the citizens' complaints, the Saudi government appointed a new market chairman, Abdulrahman Al-Tuwaijri who made deepening the market a primary objective, primarily by increasing the number of the listed firms. This policy meant there would be more IPOs.
We analyse the impact of IPOs on the Saudi firms' profitability using accounting measures. Three types of firms that underwent the IPO process in Saudi Arabia are identified here. These are: State Owned Enterprises (SOEs), private joint stock firms, and private limited liability (usually family owned) firms. The choice of Saudi Arabia was motivated by the clustering of IPOs that started in 2003. Furthermore, new regulations applied by the Tadawul regulatory body (The Capital Market Authority) have created a unique opportunity to study the relationship between a firm's IPO and its performance in Saudi Arabia. However, a major research obstacle was that Saudi firms apparently value confidentiality very highly. To this extent Al-Barrak (2005) found only one firm to co-operate with his research, and then only providing the needed information on the condition that the firm's identity was not revealed. One of the Tadawul's new listing requirements, however, is greater disclosure of information to potential investors when going public. The second reason is that Saudi Arabia is the largest economy in the Middle-East. Consequently any results relating to Saudi IPOs will be potentially useful in analyzing emerging markets and their economies in general and especially those in the Middle-East.
Using a matched pairs' methodology, we document several important findings. First, we observe a substantial profitability improvement among the government privatized firms. Both government companies, the Saudi Telecommunication Company and the National Cooperative for Insurance Company show a profitability improvement as measured by the return on assets (ROA), and the return on sales (ROS). Although too small for statistical significance in isolation, this is consistent with Megginson, Nash and Randenborgh (1994) on the positive impact of privatization on previously state owned firms' performance.
We also document a big difference in the profitability between two types of private firms, i.e. limited liability firms and the joint stock firms. When private firms go public through an IPO, thereby converting from a limited liability firm into joint stock firm, they generally exhibit significant declines in profitability after the IPO. On the other hand, when privately held joint stock companies go public, they showed improved performance after the IPO compared to their pre-IPO levels, similar to the government privatized firms. This finding raises the issue of the importance of capital structure in determining the firm's profitability, especially after the IPO. The main difference between these two types of private firms is that in the limited liability type, the owners directly own percentages of the firm whereas, in joint stock companies, the investors own shares. The profitability decline among the limited liability corporations as measured by the return on assets ROA and the return on sales ROS started from the year of the IPO and increased in magnitude in subsequent years.
The paper proceeds as follows. In Section 2 we provide a brief background on Saudi Arabia and its capital market development. Section 3 reviews the relevant literature, while data and methodology are discussed in Section 4. Section 5 provides the empirical findings and their analysis. The conclusions are in Section 6.
Saudi Arabian Economic Overview

Saudi Arabian economic overview
The economic system in Saudi Arabia is based on free enterprise. Saudi citizens can participate in private economic activities and have the right to take advantages of their enterprise. The Saudi Arabian economy is oil-based, with the largest proven conventional oil reserves (about quarter of the globe's oil reserves). The country is the largest oil producer in the world, with a capacity of 10 million barrels per day. The petroleum sector contributes approximately 75 per cent of the nation's total government revenue, 40 per cent of the country's GDP, and 90 per cent of its export earnings (Al-Otaibi, 2006; Al-Barrak, 2005) .
In the early 1990s, the Saudi government started to encourage large corporate participation in the economy to diversify the economic base and to reduce reliance on oil prices and oil revenues, oil being one of the most volatile commodities in the world. Thus, in July 2008 the oil price had reached the historical high of US $147/barrel, while in 1998 it had plummeted to an historical low of approximately US $8/barrel. This oil price instability obliged the government to take several economic initiatives, including the establishment of the Supreme Economic Council (SEC) to implement a privatization program. As a result, some government enterprises have been partially sold to the public through the IPO mechanism. For example, the Saudi government privatized the telecommunication company, the Saudi Telecommunication Company by selling 30 per cent of the company's shares to Saudi citizens in 2003 per cent of the National Co-operation Company for Insurance was privatized. The Saudi Capital Market Authority was established in 2003 to supervise the Tadawul and to develop it (CMA, 2009) . The existence of a stable and efficient capital market was necessary for the privatization program and for the resulting IPOs, but will also eventually support the government's economic diversification objectives. Table 1 shows some background Saudi Arabia economic data. As already indicated, in 2003, the CMA became the regulatory body for the Tadawul. The CMA is an independent government authority that reports directly to the Saudi Prime Minister. The CMA enjoys authority for regulating and developing the capital market; protecting investors and general public from unfair practices; achieving efficiency and transparency in securities transactions; monitoring full disclosure of information related to shares and their issuers, and monitoring shares trading (CMA, Tadawul, 2009) . Developing the Tadawul was given a high priority for many reasons. First, it was believed that the stock market would help protect established family owned businesses from disappearance as the original entrepreneurs die. Indirectly this would also help create a professional managerial class, as opposed to a retired class. Second, the existence of the capital market provides investment opportunities for those who have neither managerial nor financial capabilities to establish businesses. Third, the Tadawul is seen as a vehicle for wealth distribution among citizens, partly because IPO shares usually are underpriced.
At present, the Tadawul consists of 129 firms divided into 15 industries. Table 2 . "Arab Automobile" company was established as the first joint stock company. By 1975 the number of public companies had only reached 14 due to the rapid expansion in Saudi economy, as well as the Saudization of part of the foreign banks operating in the country. However, the market was 'unofficial' and it was 
Literature Review & Hypotheses Developments
Introduction
There has been much research on privatization and related issues such as its impact on firms' performance. Nevertheless, Megginson and Netter (2001) , in a detailed literature survey, indicate three areas for further development. These are: the need for more case studies analysis at the country level, the need for accurate measurement of privatization's impacts on employment, and the necessity for additional empirical studies at the micro-level, particularly on its' effects on company performance. In addition to these three areas, it can be argued that there are insufficient studies on emerging markets, as opposed to developed markets such as those in the USA and Europe. Kim, Kitsabunnarat and Nofsinger (2004) claimed that their study of Thai IPOs was the first to examine the performance of the firms after going public in the context of an emerging market. Even more pertinently, Al-Barrak (2005) claimed his study of Saudi Arabian IPO motivations, barriers and their effects was the first in the Middle-East.
The rationale for privatization
Despite the fact that many state enterprises have been productive and profitable, many more have been criticized for being inefficient and incurring heavy financial losses or both. Therefore, one rationale for privatization is performance improvement by exposing them to market forces. Furthermore privatization generates immediate revenues for governments; improves firms' performances by reducing the bureaucratic interference in their management, and attracts greater foreign capital and investment (FDI). This also improves the country's image, many investors perceiving privatization as a sign of commitment to liberalization and market economy. This is especially important for emerging economies. And some countries adopted privatization as a way to funding and support from world agencies such as the World Bank (WB) and the International Monetary Fund (IMF) (Megginson and Netter 2001; Perotti, & van Oijen, 2001 ).
Private firms' motivations for IPOs
In order to appreciate the motivations for private firms to go public we discuss its advantages and disadvantages. Pagano, Panetta, and Zingales (1998) summarized the pros and cons as follows. One advantage is overcoming borrowing constraints by accessing equity sources of finance in the stock market, instead of expensive bank debt finance. This also allows greater bargaining power with banks, as such firms then have alternative sources of borrowing. A third advantage is portfolio diversification, as the entrepreneurs can use the capital raised at its discretion compared to bank debt financing. Market discipline is another advantage, as the owners of a listed firm will be more aware of the danger of hostile takeovers, leading to better managerial decisions. Finally, investors' recognition is greater, as listing the company in the financial market acts as advertising the company. However, undertaking an IPO can bring some unfavorable consequences, such as the adverse selection problem. Due to informational asymmetry between partners, i.e. potential investors do not have the full information available to the owners. Investor wariness in this situation can then lead to the firm be undervalued in the IPO. The empirical evidence for undervaluation is overwhelming, although it is not proven that the adverse selection problem is responsible. There are also substantial administrative expenses and fees and legal costs in going public. These include underwriting fees, stock exchange fees and accounting auditing fees. Finally, there is the loss of confidentiality and lowered tax avoidance (presumably evasion in some cases) abilities, as the firm has to give its secrets and information to the authorities.
Empirical Evidence on firms' performance after privatization and IPO
Evidence of the insignificance of increases in firm profitability can be found in Cabeza & Gomez, (2007) . They examined profitability changes among 58 Spanish companies, finding that profitability increased in the long run, but the effect was unimpressive in the short run. However, the majority of the studies, such as Megginson, Nash and Van Randenborgh, (1994) ; Wattanakul, (2002) , and Gupta, (2001) found significant increases in profitability.
Many articles measure the impact of the IPO on firms' performance. Two types of performance measurements have been used. These are the short and the long-run stock returns performance (see Loughran, Ritter & Rydqvist, 1994) , and operating accounting-based performance. Stock return performance in the short and long-run has been the most investigated. Conversely, accounting-based operating performance is less examined (Balatbat, Taylor & Walter, 2004) . However, irrespective of the measures of performance used, IPOs' underperformance after issue is evident in almost all studies. We focus on the accounting-based profitability and survey this literature.
Compared to the pre-IPO period, post-IPO underperformance is evident in most accounting measure studies. examined 682 U.S firms between 1976 and 1988 and documented a significant decline from the year prior to the IPO to the five years following the listing. Their performance measures were operating ROA and operating cash flows deflated by assets. Similarly, Mikkelson, Partch & Shah (1997) found a significant decline in post-IPO performance on a sample of 283 firms in the U.S. The situation is similar in the second largest economy in the world. A study on 180 Japanese IPOs by Cai & Wei (1997) found a strong deterioration in the post-IPO performance, similar to findings in the U.S. One interesting facet of IPOs in Japan is that it appears that firms tend to go public when they reach a superior performance and suspect their inability to sustain it in the future, an adverse selection problem with IPO as an exit strategy (Cai & Wei, 1997) . Wang (2005) investigated a sample of 747 Chinese firms IPOs. Wang also found a sharp decline in the operating performance as measured by the ROA, the ROS and sales to assets, with China seen as a transitional economy. Wang found a positive relationship between ownership structure change after the issue and the firms' performance, such that when the owners retain the majority of the stocks the firms show a less severe decline.
There is also evidence of post-IPO performance falls among European IPOs. Pagano, Panetta & Zingales (1998) found a decline in the post-IPO performance for Italian firms. They used the pre-and post-IPO performance comparison between to analyse the reasons behind firms' decisions to go public. A study of German and Spanish IPOs found that family owned businesses' performance declined in the long-run after their IPOs (Jaskiewicz, Gonzalez, Menendez& Schiereck, 2005) . Furthermore, Khurshed, Paleari & Vismara, (2005) found, for 411 IPOs on the London stock exchange between 1995 to 1999, that these IPOs were unable to sustain their superior pre-IPO performance in the aftermarket period in the U.K.
In emerging markets, we find a pattern similar to the advanced economies, but with much greater post-IPO performance deterioration. In Thailand firms' post-IPO operating performance reductions are ten times greater than in the U.S. The Thai's IPOs operating performance after three years is found to be 75 percent less than the year before the IPO compared to a 9 percent decline in the U.S IPOs (Kim, Kitsabunnarat & Nofsinger, 2004) . In Saudi Arabia Al-Barrak (2005) found a decline in the post-IPO performance, but this was a single firm case study using accounting data. He documented a performance decline in the after IPO period similar to other studies as measured by the return on assets, return on sales, return on equity and many other profitability measurements.
Data and Methodology
Following this examination of the literature we propose the following testable hypotheses for the Saudi IPOs: 
Data and Sampling
One of the major difficulties in studying IPOs' performance is data availability and accessibility. This difficulty is more pronounced in most emerging markets given their undeveloped market structures. However, the new regulations applied by the CMA have obliged Saudi firms to reveal their financial statements prior to going public. The resulting prospectuses maintained in the CMA database were accessed for 21 Saudi firms. Financial statements for the post-IPO period were gathered from the Tadawul. Each firm listed in the stock market has to produce quarterly and annual reports.
We restrict our sample to the period between 2003 and 2009, the period when most IPOs took place, 57 companies. For the present purposes we applied several filters.
 Firms that went public as a new establishment (start-ups) were excluded because these firms need a long time frame in order to judge their performance, and there is no prior performance;  Firms that went public under mergers and acquisitions activities were also excluded.
The two filters reduced the final sample to 21 companies. These firms belong to several industries: telecommunications; insurance; agricultural and food; petroleum retailers; media and publications; manufacturing investment; construction and building; retailing; petrochemicals; transportation, and the real estate development industry. These firms represent 11 industries out of the 15 industries categories on the Saudi stock exchange market (Tadawul, 2009) , so the sample is far from homogeneous.
Three types of firms are present in the sample. These are:
1. Government firms: these are the fully owned government firms, which went public (privatized firms) due to the privatization policy program implemented by government (two firms: the Saudi telecommunications company and the national co-operative for insurance); 2. Private Limited Liabilities firms: these are the private firms or family owned firms that went public and became joint stock companies. These firms are the main body of the sample (16 firms in total); 3. Private Joint Stock Companies: These are shareholding firms previously owned by a small number of investors that went public and became publicly traded (3 firms, the SRMG, Albabtain and Sipchem Company). (Pagano, Panetta & Zingales, 1998) . It is important to remember that not all IPOs qualified for this study as the majority of these Saudi IPOs were new establishments. Panel B lists all 21 firms, the year each went public, the industry each operates in, and the percentage of shares being offered to the public (Saudi citizens). 
Descriptive statistics
Methodology
To investigate the profitability of IPOs in Saudi Arabia, we use a matched pairs' methodology. This is known as the MNR methodology in privatization literature as Megginson, Nash and Randenborgh (1994) was divided into three segments for each targeted firm. The first period is the pre-IPO period (this period is labelled as the -1 year). The second time frame segment is the year of the event or the year of the IPO (labelled as 0 year). The third segment is the after-IPO period, which includes the years after the event (labelled as +1 year). It is important to realize that there is no certain way in dividing the time frame, with authors using different time windows, based on the data and the research objectives. As a result, a performance "time line" is developed which reflects the profitability results. The year (-1) was compared to the year of the IPO (year 0) and then compared to the year (+1) following the IPO. Also, we will compare the average three years before the IPO to the average years after the IPO, excluding year 0, as it has a mixed ownership. The analysis was adjusted accordingly. To avoid data incompatibility between different types of firms, we focus on the 16 limited liability firms.
The change between the two periods for the return on assets (ROA), and the return on sales (ROS) for every firm was examined using the median and the mean changes for the raw differences. The last step in the analysis is to use statistical tests of significance. As with previous studies, the Wilcoxon signed rank test for the median difference and the t-test for the mean difference were used. Table 4 shows the return on assets changes at firm-level pre and post-IPO. These show a decline in the post-issue performance of the Saudi private IPOs, when compared to the pre-IPO period level. The median for before and after the IPO dropped from 14.11 per cent to 12.9 per cent (dropped by 8.14 per cent). The median for the change between the two periods is -12.80%. However, this decline was statistically insignificant. It was found that eleven limited liability firms (family owned businesses) out of sixteen have exhibited performance deterioration in the ROA in the IPO year compared to the previous year. The performance fall among this subsample is found to be worse than that found in the full sample, with a decline from 15.2 per cent to 12.7 per cent, but it is insignificant at 5 percent level. 
Empirical Analysis
Performance variation between the two periods (Y-1 & Y 0)
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Review of Middle East Economics and Finance, Vol. 7, No. 1 [2011] , Art. 5 DOI: 10.2202 /1475 -3693.1309 The mean value of the full sample is better, with an increase of about 7.54 per cent compared to -12.5 per cent among the limited liability firms. This indicates that the improvement is due to the performance of the privatized government firms, and not an improvement across all firms. Both privatized companies, Saudi Telecommunications and the National Cooperative for Insurance achieved an increase in the ROA after privatization of approximately 135 per cent and 185 per cent respectively. Graph 1 below shows how the return on assets has changed between the year -1 and year 0 for all firms in the sample. Twelve firms' profitability had a ROA performance decline, most being private limited liability companies. This is consistent with the IPO impact on the private firms' performance found in the literature, including . Note that the privatized insurance company's performance is not displayed due to the scale of its' increase. The return on sales, ROS, shown in Table 5 offers mixed results. While the median ROS in the year of the IPO was found to be higher by 9 per cent than the median ROS during the year before the IPO, the median of the difference between the two periods is negative, with a decline of about 3.76 per cent. This is less than the decline found in the ROA. Twelve firms in the sample exhibited a decrease in the ROS during the IPO year. However, this is insignificant at 5 per cent, similar to the ROA results. However, examining only the limited liability firms shows a sharper drop in the ROS. In addition their median in the year of the IPO is lower by 6 per cent than the median result prior to IPO year. The most striking finding here is that the statistical test for the zero median difference between before and after the IPO in this subsample is rejected at 10 per cent. This implies a significant ROS decline during the IPO year among the limited liability firms group at the 10 per cent level. Similar to their ROA result, both privatized government companies showed strong improvement in the ROS after the IPO. Saudi Telecommunications ROS rose by 107.44 per cent during the year of the IPO, while the National Cooperative for Insurance Company showed an increase in ROS of 407.90 per cent. 
Performance variation between the two periods (Y-1 & Y+1)
The Saudi IPOs' profitability between year Y-1 and year Y+1, while excluding year 0, were also examined. Table 6 shows that the median for the ROA fell from 14.11 per cent before the IPO to 11.69 per cent after the IPO. This is a decline of about 11.33 per cent in the median change between the two periods. This performance decline compares to 12.80 per cent during the IPO year. However, this fall in the ROA in the full sample remains insignificant at the 5 per cent level. The different performance of the government firms and the private firms counteract each other in the full sample tests.
The mean value for the full sample is found to be 4.56 per cent higher after the IPO compared to the pre-IPO level. Again this is due to the large increase in the ROA for the two privatized government firms and the three private joint stock companies, and a reason for using the median as an alternative measurement of centrality. The three private joint stock companies, SRMG, Albabtain and Sipchem achieved increases in ROA of 29.22 per cent, 5.67 per cent and 4.22 per cent respectively.
When the limited liability firms are examined excluding the other firms, the performance decline is greater, exhibiting a 22.34 per cent fall. This is compared to the 16.5 per cent decline among this group during Y0. This result indicates that the performance deterioration has intensified in magnitude in the important to note the difference between the private limited liability companies and the private joint stock companies. It seems that companies converting from limited liability to joint stock companies before going public achieve better profitability performance than private firms that go directly to an IPO. first year after the IPO. Fourteen of the limited liability firms showed a performance decline. The number of firms that suffered a performance decline was eleven firms during the IPO year, but this increased to fourteen. This decline amongst this subsample is significant at 5 per cent level. Figure 3 shows the change in ROA between Y-1 and Y+1 among the Saudi IPO firms. Again it is 
Saudi Family Firms' Performance (Average Years Comparison)
In this section the Saudi limited liabilities firms (the sixteen firms group) are examined, and a greater time window comparison for performance applied. The average ROA and ROS before the IPO to the average after the IPO based on both the mean and the median differences are compared. Table 7 below presents the results on these firms. The median for the ROA change is found to be -29.20 per cent, down from 14.61 before the IPO to 11.42 per cent after the IPO. The ROA mean shows underperformance, with a decline of about 23.39 per cent, falling from about 15 to 12 per cent. Using the Wilcoxon signed rank test for the median difference, and the t-test for the mean difference, the ROA deterioration is significant for both. Eleven firms have a negative ROA after the IPO with two of the firms (SVCP and Kemanol) exhibiting a more than 50 per cent ROA decline. Similar to the ROA findings, eleven firms out of sixteen exhibited a fall in performance as measured by the return on sales. The median for the difference between the two periods declined by 11.75 per cent, while the mean decreased by 11.50 per cent. Both were found to be significant at the 5 per cent level. Table 8 illustrates the findings on return on sales. 
Performance variation between the two period's pre and post IPO summary
The summary results for the three periods Y-1 to Y0, Y-1 to Y+1 and the average three years pre-IPO to the average years post-IPO for both ROA and ROS are shown in Table 9 . In Table 9 , Panel A and Panel C show the results for the ROA and the ROS for the full sample 21 firms. Panel B and Panel D illustrate the results for the ROA and the ROS for the subsample of private limited liability companies. Neither the ROA nor the ROS show any significant change between the two periods among the full sample. While, sample heterogeneity affects these results, tentatively it is concluded that there is a positive impact of an IPO on the privatized government SOEs and on the private joint stock companies, as measured by the ROA and the ROS. This is consistent with findings in privatization literature such as those in Megginson, Nash and Randenborgh (1994) . These entities became more competitive and efficient under market forces. As opposed to this the sixteen limited liability firms suffered significant profitability declines. This is in line with the IPO literature such as , and Pagano et al. (1998) . The performance deterioration among this group started from the year of the IPO and intensified in the magnitude in subsequent years. This is consistent with the findings of Kim et al. (2004) . It seems that private companies after going public may suffer from a principal-agent conflict between the original owners and the new shareholders. 
Summary and Conclusions
The profitability performance for 21 Saudi firms that implemented initial public offering IPO between 2003 and 2009 was examined. Part of this period in Saudi Arabia was characterised by IPO clustering. It was found that the government privatized firms showed a substantial increase in their ROA and their ROS after the IPO as compared to the pre-IPO level. Our results are consistent with Megginson et al. (1994) on privatization's effect on firms' performance. It seems that both types of companies have become more competitive under market forces and competition. Given only two such firms in the sample, this result must be treated with extreme caution. A similar outcome was found among the big private joint stock companies that share the same characteristics with the government firms. Again, given there are only three such firms in the sample this result must also be treated with caution. Nevertheless, this suggests a good reason for the Saudi government to continue privatisation through IPOs, and that, as a matter of policy, existing private firms undergoing IPO might be first required to spend some time as joint stock companies. Conversely significant performance declines were found for the private limited liability firms undergoing IPOs. These results are in line with the evidence on private firms' performance decline after the IPO as reported by on the American IPOs, Pagano et al.(1998) on the Italian IPOs, Kim et al. (2004) on the Thai IPOs, and Al-Barrak (2005) on the Saudi IPOs.
These results have implications for Saudi policy makers and investors. First, privatization activities should be encouraged and accelerated. Second, more regulations and restrictions are needed for IPO activities, especially for limited liability firms. Saudi investors should be aware of the fact that the motivation to go public was essentially to sell off the company rather than for financing expanding operations and future expansion.
Finally, this paper contributes to the literature by providing for the first time an empirical analysis on the IPO cluster that occurred in Saudi Arabia. More focus on the limited liability firms and deeper analysis for causes for the performance decline is an area for future research. This should include the whole of the Gulf Cooperation Council GCC IPOs and their stock return performance.
